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EDITORIAL DEPARTMENT NOTE 


The position of the wholesaler in the American distributive system prob- 
ably has been subject to more controversy and unintelligent opinion than 
almost any other distribution problem. He has been consistently eliminated 
and re-eliminated in the distribution field by those who knew little about 
his proper functions with very little factual information presented on his 
side of the picture. One of the very best ways to combat such a situation 
and to prove whether the wholesaler does place himself in a critical light 
in the distribution picture is to make a thorough study of distribution, 
not by the various people who are in it, but by the whole distributive 
process taken under a variety of different methods. If the wholesaler is 
to justify his existence in any field he must prove that he can get products 
from producers to his customers more cheaply than they could be handled 
in any other way else the need for his services does not exist. 


The materials presented and methods described in this paper are the 
result of a composite cost analysis made for the National Wholesale 
Druggists Association. In making a cost survey and getting the data, 
the writer has had the cooperation of a committee on accounting com- 
posed of wholesale druggists entirely familiar with their special problems 
and also well equi to offer cooperative assistance in the solution of 
difficult problems. he occasion of the analysis was the awakening of 
the wholesale druggists to the fact that they were doing a large part of 
their business at a very considerable loss. They had also become keenly 
aware of the fact that competition of different kinds was taking away 
from some of them the lucrative business leaving them with the unprofitable. 
While their average gross profits amount to about 18%% on sales, it 
sometimes happens that the expenses of specific sales transactions are 
more than the amount of the sales themselves. 


While the specific figures and materials presented in this paper deal only 
with drug wholesalers, there are a number of other manufacturers and 
wholesalers having such similar problems to those encountered in the drug 
trade so that the methods developed and conclusions found in this study 
will be readily adaptable to many other lines. 


Mr. H. J. Ostlund, the author of this paper, graduated from Ohio- 
Wesleyan University and since that time has been engaged in teaching. 
Most of this teaching experience has been in the field of accounting and 
he realized rather early in this experience the need for proper distribution 
study through sound accounting methods for distribution costs . As a 
result, he has carried on a number of studies in the analysis of costs in 
a number of fields outside of his teaching work. In January of 1929, he 
became connected with the National Wholesale Druggists Association as 
the Director of the Statistical Division. This paper was prepared by him 
as Director of this Division of that Association. Mr. Ostlund has been 
long active in the affairs of our Twin Cities Chapter and at one time 
served as its President. 
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COST ANALYSIS FOR WHOLESALE OPERATIONS 
WITH SPECIAL REFERENCE TO WHOLE- 
SALE DRUGGISTS 


Problems of Policy Faced by Wholesale Druggists. 


— analysis for the wholesale trade has to be based upon 
the cost information that wholesalers themselves will need. 
The information that they need obviously is conditioned by the 
problems which they face. The problems of policy which, at 
the present time, are being faced by wholesalers in general, and 
by wholesale druggists in particular, are numerous. 

One important problem is that of the determination of what 
lines should be carried. Among druggists, the number of items 
that may be carried are exceedingly numerous. The same drugs 
or chemicals are frequently manufactured by several different 
concerns under their own brand of trade names. Likewise, there 
are many drugs and patent medicines which differ from others in 
very minute details, and whether or not to carry these, if the 
demand for them is small, is one of the problems that the whole- 
sale druggist, as well as his retail customer, must face. 

Among items that are not drugs, the possible selection is also 
very great. The changing character of the retail drug store 
during recent years, has largely been effected through the addi- 
tion of items from all classes of merchandise. It carries now 
merchandise that the retail druggist of fifteen or twenty years 
ago did not dream of carrying. 

Another problem which wholesale druggists face is that of the 
price which they shall charge for the merchandise. In many 
cases, prices are fairly well established, and the maximum price 
that they can charge for well-known drugs and miscellaneous 
merchandise is fixed so far as they are concerned. On the other 
hand, competitive conditions may make it seem imperative at 
times that a wholesaler shall reduce his price to the retailer, 
which he does by increasing the discount given on the list price. 
Likewise, it also happens in many cases that the wholesaler re- 
packages bulk merchandise under his own label, and is therefore 
able to set a wholesale price on that merchandise quite inde- 
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pendently of the price prevailing on similar merchandise sold 
under national brand and trade names. 

Another policy which wholesale druggists face at one time or 
another, is the extent of the territory which they shall elect to 
serve. Some wholesale druggists prefer to work intensively in 
a territory closely surrounding their home city. Others have 
considered it desirable to send their salesmen into as far distant 
points as possible, even if under those conditions they were 
actually entering the home territory of some of their competitors. 
In some cases, of course, it is necessary for wholesalers to serve 
a fairly wide territory, particularly in the more sparsely settled 
sections of the United States, where widely scattered large cities 
do not warrant establishment of a large number of wholesale 
houses. 

Likewise, wholesale druggists face the problem of determining 
the type of trade which they will encourage. Many wholesalers 
are dealing entirely with the retail drug trade. Others find that 
they can conveniently, and, they believe, profitably sell to various 
classes of industrial trade, such as garages, service stations, small 
manufacturers, and many others. Still others find that it is to 
their advantage to offer service to candy stores, ice cream parlors, 
and in some cases cigar and tobacco stores. 

Not only do the wholesale druggists face the question of the 
type of trade or class of customers that they shall serve, but in 
dealing with their various customers, they are faced with various 
problems of trading policy. One of these is the determination 
of the size of order that they will accept. It may be said that 
in general, wholesale druggists have not made any rules relative 
to minimum size of orders, although it has been frequently sus- 
pected, and is now pretty generally understood, that small orders 
are not profitable. Not only is the problem of the size of the 
individual order considered, but also the problem of the size of 
specific items on the order. That is, they must determine whether 
they are willing to sell in quantities of even dozens, half dozens, 
or even as small as one-twelfth dozen of certain specific items. 
As a matter of fact, up to the present the wholesale druggists 
have been permitting retailers to buy in almost any unit that they 
have chosen. They have even gone so far at times as to en- 
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courage hand-to-mouth buying on the part of the retailers, to 
their own disadvantage when it comes to order-filling. 

Credit terms which shall be extended to retailers is also another 
problem that has to be faced. There is at present, among whole- 
sale druggists, no uniform policy with respect to sales and credit 
terms. In fact, one house may have two or more sets of terms 
for different classes of its customers—as, for instance, between 
city customers and country customers. There are wholesalers 
in the United States who have classified their customers with 
respect to their manner of buying, and who are giving prefer- 
ential discounts to certain classes of customers who are not 
asking for credit or other services. 

All of these conditions give rise to the necessity of establishing 
policies which have to be set at one time or another for the 
wholesale drug trade as a whole, or for wholesalers individually. 
They are policies not merely involving cost of doing business, 
but also of marketing strategy. But even to the extent that these 
are problems of marketing strategy, they cannot be settled con- 
clusively until the wholesalers themselves have a pretty fair 
knowledge of their costs and of how their costs will be affected 
by changes in any one of their various policies. 


Recent Changes in Conditions. 


Recent developments in the drug business have resulted in 
accentuating some of the problems that have been mentioned. 
One of these developments is increased direct buying on the 
part of the retail trade. Direct buying is practiced almost entirely 
by the various drug chains, some of which have their own 
manufacturing subsidiaries for supplying a greater or less part 
of their merchandise, and even where they do not supply their 
own merchandise, they usually seek to buy direct from the 
manufacturers. Generally, local units of chain stores will patron- 
ize the wholesale druggists in their city only for items which 
they sell in small volume, or when they run out of merchandise 
and cannot promptly replenish their stock from the manufacturer 
by buying direct. 

In addition to the chains, there have been formed in many 
cities what are known as “Buying Clubs”—local associations of 
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retailers who are able, as an association to buy various items in 
sufficient quantity so that they can get the manufacturer’s price 
to the wholesaler. Thereby, they feel that they are buying at 
a price which makes it possible for them to meet the competition 
which they experience from the chain store direct buyer. Even 
when it is not necessary to meet this competition, the reduced 
price that they get results in more substantial net profits than 
they would get if they bought from the wholesalers. 

Not only are retailers buying from the manufacturers through 
the buying clubs, but in many cases, the larger independent retail- 
ers are buying some of their merchandise in quantity direct from 
the manufacturer. While this means that they frequently have 
to buy in an amount that will suffice them for a long time, they 
believe that they are getting a price well enough below what they 
would have to pay to the wholesaler so that it will warrant the 
increased investment and the low rate of turnover that they 
achieve on these items of merchandise. 

Another relatively recent development affecting the general 
wholesale druggist, has been the emergence of various specialized 
types of wholesalers. One of these types is the so-called “short 
line” house—that is, a wholesaler who stocks and distributes only 
the most rapidly selling merchandise. He makes no attempt to 
carry a full stock of retail drug merchandise but carries only 
those classes of merchandise which he can distribute for the 
most part in original shipping case lots, and which sell rapidly 
enough to give him a fairly substantial rate of turnover. This 
means that he does not have to provide a large amount of ware- 
house space, and that he does not have to do a large amount 
of work in preparing his merchandise for shipment. Likewise, 
it is a class of merchandise, the sale of which does not have to 
be promoted by the wholesaler, but which is called for because 
it already has a sale induced by its popularity and national adver- 
tising. As a result of this, the expenses of distribution of these 
short line wholesalers is very much lower than that of the service 
wholesalers who sell through the use of traveling salesmen, who 
attempt to carry a full line of retail drug store merchandise, 
and who sell in any quantity that the retailer may wish to buy. 
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Obviously these short line houses have given the old line service 
wholesaler some very stiff competition. 

There are other classes of wholesalers who do not attempt 
to give all classes of wholesale service. For instance, the various 
mutual or cooperative houses do not extend credit to their mem- 
bers and as a result they are saved the expenses of financing, 
credit management, and losses from bad debts. Due to the fact 
that they are able to offer merchandise at somewhat lower prices, 
they do not as a rule have traveling salesmen, and thus, to a 
certain extent, their selling costs are reduced. It is obvious, on 
the other hand, that houses of this class are not capable distribu- 
tors of those classes of merchandise which require promotional 
selling. However, for that merchandise which they do carry, 
they have been charging less than the regular service wholesalers 
with the result that they have taken some of this trade away 
from the service wholesale druggists. 

Until recently, service wholesale druggists have not given a 
great deal of thought or concern to making changes in their 
business. They have stuck very firmly to the policies which 
they adopted years ago, and in spite of increasing competition, 
have pretty generally refused to abandon those policies. Among 
the policies which they have emphasized is that of rendering 
a complete service to their retail trade. Complete service they 
define as “the contacting of their retail trade by traveling sales- 
men, the carrying of practically all merchandise that the retail 
druggist may ask for to supply his stock, and the extending of 
credit to the retail trade to the extent that such credit is asked 
for or needed”. 

One of their policies, which they have regarded as exceedingly 
vital, is that of carrying a very full line of retail drug store 
merchandise. In this they have felt that they were rendering 
a service quite distinctly in contrast to that of the short line 
jobbers and many of the cooperative houses. Without attempting 
in any marked way to curtail the service that they have been 
rendering they have tried to meet, as far as possible, the reduced 
prices of their competitors, and this has quite naturally resulteu 
in a very serious reduction in their own net profits. 

Not only have the service wholesalers refused to curtail their 
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services rendered, but they have insisted on continuing to render 
service to practically all customers who have called for it. This 
has resulted in the nursing along of a number of weak customers 
whose chances of development into strong, financially competent. 
retailers have been very remote indeed. In fact, experience, so 
far as definite experience actually has been studied, seems to 
indicate that a very substantial proportion of weak customers 
continue to remain weak until they finally expire. The leading 
competitors of the service wholesalers, on the other hand, have 
avoided these weaker customers with the attendant high costs 
and high risks involved in doing business with them. 

Another policy of the wholesale drug trade, like that of prac- 
tically every other merchandising organization, has been to seek 
as high a rate of stock turnover as possible. The wholesalers 
likewise have encouraged their retail trade to a large extent to 
do the same. As a result, the wholesalers’ buying expense due 
to their own more frequent buying, and their distribution expense 
due to their selling in smaller lots to the retailer, has increased 
probably much more rapidly than any savings that they may have 
been able to effect through an increased rate of merchandise 
turnover. Many wholesalers likewise have felt that in order to 
reduce their costs, it has been necessary to increase their volume 
as much as possible. This increase of volume of course, is 
related to various other policies, namely, that of carrying many 
weak customers, of carrying as wide a variety of merchandise 
as possible, of meeting competitive price cuts in order to retain 
their trade, and frequently of extending their sales area as widely 
as possible. 

There are certain conditions that are peculiar to the wholesale 
drug trade that are not characteristic of other wholesale lines, 
or certainly not to as great a degree. The wholesale druggist 
is bound to carry a very large number of items—a much larger 
number than many other wholesalers—and it is quite impossible 
for him to group many of these different items into one for con- 
trol purposes. A wholesale dry goods merchant, for instance, 
may group various patterns of calico prints as one item, especially 
if these are patterns that are not going to be repeated. The 
wholesale druggist, on the other hand, must control each indi- 
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vidual item because, except for certain novelties, his items will 
be repeated from time to time. 

Likewise, the wholesale druggist is forced to sell merchandise 
having a smaller unit value than is the case with most other 
wholesalers. There are many items that retailers can handle 
only in very small quantities because of the infrequent demand 
for them, and consequently these must be bought in very small 
quantities from the jobber. 


The wholesale druggist is likewise under certain legal restric- 
tions with respect to some of the merchandise that he carries. 
In some states it is necessary for him to keep a registered phar- 
macist for handling certain of his drugs and pharmaceuticals. 
He requires special permits for handling alcohol and must ac- 
count to the prohibition administration for all the alcohol he has 
used, not in total but in individual drums. Likewise, it is neces- 
sary for him to distribute narcotics under the supervision and 
control of the Federal narcotic regulations. All this involves 
work and detail that is not a feature of most of the other whole- 
sale lines. 

The wholesale druggists also, perhaps more than wholesalers 
in almost any other field, are dealing with nationally advertised 
competitive products—products on which price-cutting is fre- 
quently practiced—all of which makes it necessary for them, 
if they are going to support independent retail trade, to make 
concessions in price. 

The supplementary activities of the retail druggists also tend 
to place special burdens on the wholesale trade. There are not 
many retail drug stores at the present time that do not have a 
soda fountain. Practically all of them sell cigars and tobacco. 
Many of them sell light lunches. Although the wholesaler does 
not attempt to supply the needs of the lunch counter, he does 
carry fountain supplies and in many cases, as a matter of fact, 
has found it desirable to assist his retail customers by serving 
them with merchandise that might be classed as far different from 
the conventional lines of drugs and sundries. 


The wholesale druggist also finds it necessary more than almost 
any other class of wholesalers to serve his retail trade with small 
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and frequent orders. Particularly in the cities where service is 
convenient, retail druggists have developed the habit of giving 
the wholesaler an order practically every day, expecting, of 
course, daily delivery. Many of these orders are, naturally, very 
small and unquestionably unprofitable. In addition to the orders 
which the retailer expects to have delivered, there are the pick-up 
orders which are usually called for by the retailer’s delivery boy, 
and the goods perhaps are delivered to a customer without ever 
reaching the retail store. These small orders are practically a 
retail business, carried on at wholesale prices. 

All these conditions taken together have resulted in a situation 
which is decidedly peculiar to the wholesale drug trade; namely, 
that the average line extension on a sales invoice tends to run 
between $2.00 and $2.25, and generally speaking, about seventy 
per cent of the item sales of wholesale druggists, that is to say 
about seventy per cent of the invoice lines extended, are for less 
than $2.00 each. 

All these various conditions have an important bearing on the 
cost of distribution through wholesale drug channels, and all of 
them have to be taken into consideration in establishing a basic 
method of arialyzing costs in such a way as to give the wholesale 
druggist the basic information that he needs in formulating busi- 
ness policies and in adjusting himself in such a way as to effect 
the most economical conduct of his business. 


Cost Activities of Wholesale Druggists. 


Costs analyses by the wholesale druggists themselves generally 
have been very limited and have not gone very far into detail. 
Several years ago the Bureau of Business Research of the Har- 
vard Graduate School of Business Administration made some 
expense analyses for wholesale druggists without attempting to 
carry those analyses over into individual departments or to special 
lines of merchandise. The ratios that were developed and ex- 
pressed in terms of a per cent of sales were usually on the 
primary expense accounts only. For the most part, wholesale 
druggists have been keeping their own accounts on the conven- 
tional basis, using the ordinary merchandise accounts and then 
sub-dividing their operating expenses into from ten to thirty or 
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forty different accounts, the number of expense accounts de- 
pending very largely on the size of the house or on the detail 
with which the accountant happened to be disposed to make his 
analysis. 

In recent years, wholesale druggists have developed some in- 
terest in departmental expense analyses. The departments which 
are generally found are, of course, merchandise classifications. 
The drug department is the outstanding department and includes 
drugs, pharmaceuticals and patent medicines of all classes. The 
sundries department includes toiletries and other non-drug mer- 
chandise. Some wholesalers have separate candy and tobacco 
departments, and some maintain a laboratory in which they manu- 
facture a few of their own branded specialities or in which they 
re-package various items under their own name. However, the 
weakness of departmental analyses for making expense compari- 
sons is very evident. In the first place, it is impractical to at- 
tempt such a thing as strictly uniform departmentalization. For 
instance, the department in which a specific tooth paste happens 
to be classified will vary as between different concerns. An 
illustration in point is the case in one wholesale drug house 
where a tooth paste manufactured by a maker of drugs was 
classed in the drug department, whereas the tooth paste manu- 
factured by a maker of soaps and toiletries was classed in the 
sundry department, simply because in one case the paste was 
purchased by the drug buyer and in the other case by the sundries 
buyer. 

Another weakness of the classification by the nature of the 
merchandise develops when it is discovered that within a given 
department there are several classes of merchandise differing 
from each other very materially with respect to their method 
of distribution and the costs incidental to handling them. For 
that reason, such departmental analyses as have been made gen- 
erally have been of very minor value so far as concerns their 
use in the solution of managerial problems. 

There is another feature in which the wholesale drug business 
in general differs from many other businesses, and that is that 
it appears to be most satisfactory to express costs, whether in total 
or in detail, in terms of a percentage of sales rather than in 
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terms of a certain amount per unit, and for that reason prac- 
tically all the cost work that has been done so far has been 
expressed in those terms. To be sure, it would be desirable, 
if expedient, to speak of costs in terms of so many cents per 
line billed or so many cents per ton handled, and the like, but 
due to the lack of adequate statistical data, the expression of 
costs in terms of dollars and cents per unit will have to be 
deferred until such time as more data are available and wholesale 
druggists become better used to this method of expression. 


Costs of Operation. 


In analyzing the costs applicable to specific items it becomes 
necessary to break up the wholesale druggist’s activity into spe- 
cific activities. These activities are as follows: 


1. Trucking. This includes receiving or haulage from the freight 
depot to the wholesale house or unloading car load lots from 
the siding onto the platform if any such exists. It includes 
also haulage of the country shipments back to the freight 
or express terminals. A third division is the local store-door 
delivery in the city in which the wholesaler happens to be 
located. Ina few cases it happens that a wholesaler will make 
store-door deliveries not only in his own city but in a city 
that may be from ten to forty or fifty miles away, as the 
case may be, if it is possible for him to send a truck to the 
more remote center daily. 

2. Handling. This includes all of the activities from the un- 
packing of shipping cases as received in the wholesale ware- 
house until the merchandise is again packed or re-packed in 
shipping cases to be sent to the customer by freight or to be 
delivered to him locally. 

3. Storage. This includes merely providing space for the mer- 
chandise to occupy while it is in the warehouse. 

4. Carrying expense or financing of merchandise inventory. This 
includes the costs of owning the merchandise and is made 
up of interest on the investment in stock, insurance applicable 
to the merchandise itself, and state and local taxes assessed 
against the merchandise. 
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Buying. 

Selling. 

Billing and pricing. 

General and administrative expense. This includes all of 
the expense of operating the wholesale house not specifically 
chargeable to any of the previously named activities. 


Differences in Commodities. 


There are several features of individual commodities that make 
for very marked differences in the cost of wholesale distribution 
of those commodities, if that cost is expressed in terms of a 
per cent of sales. One of these differences is the value per 
cwt. of the merchandise handled. It is clearly evident that haul- 
age costs on a cwt. of relatively inexpensive items, such as 
magnesium sulphate or flowers of sulphur, is just as great as 
on a cwt. of some much more expensive item such as bismuth 
subnitrate, and yet in terms of a per cent of sales it is evident 
that the expense on the cheaper item is very much higher than 
it is on the more expensive. 

Likewise, there is a very large difference in items with respect 
to their bulk and the consequent expense of storage resulting 
therefrom. Some items that the wholesale druggist handles are 
worth less than a dollar per cubic foot in package storage, while 
other items, such for instance as razor blades, are worth up- 
wards of $500 per cubic foot. It is clear, then, that the storage 
expense on the bulkier item for a given period of storage is more 
than five hundred times as great as on the more expensive item. 

The average unit of sale is another difference which brings 
about a very marked variation in the cost of handling specific 
items. The average unit of sale on some items is below a dollar; 
on other items it tends to run up to four or five dollars or more, 
and yet it is evident that in unpacking an item, selecting it and 
filling an order, checking it against the order, and re-packing 
it again involves practically as much work on an item that in- 
volves a 50c sale as on an item involving a $5.00 sale. 

Items also differ very much with respect to the selling effort 
required on the part of the wholesale salesman. On some mer- 
chandise he has to apply selling effort in order to move it, where 
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on other merchandise he merely writes the order from the 
dealer’s want book. Nationally advertised commodities are de- 
manded by ultimate users who read the advertisements, and the 
retailers in every community always stand ready to supply those 
demands when they know they exist. On the other hand, novelty 
merchandise or merchandise just being introduced which perhaps 
has not yet won public acceptance, is frowned upon by the 
retailer, generally speaking, and it becomes necessary for the 
wholesaler’s representative to induce the retailer to stock items 
of this class. It is to this class of merchandise that the sales- 
man’s skill and selling ability have to be applied. If nothing 
were handled except routine drugs and sundry merchandise which 
the retailer would order for replenishment of his stock as needed, 
an ordinary drug clerk could take the orders or they could be 
solicited and accepted by mail or over the telephone. 

There are certain items also which require rather special con- 
sideration. Among these are the narcotics, every ounce of which 
must be accounted for to the Federal narcotic administration. 
All grain alcohol and liquors must also be accounted for in detail 
to the Federal prohibition administration. Certain items handled 
by the drug trade, notably the biologicals, must be given special 
care in the way of refrigeration in order to prevent deterioration 
while they are in stock. Candies, and particularly the soft 
candies, must be kept in a fairly dry and cool atmosphere. Cigars 
and tobaccos must be kept in a humidor. All of these, of course, 
require special outlays and involve special expense applicable 
to these specific classes of merchandise. 

Then again there are certain goods which must be re-packaged 
from bulk. To be sure, wholesale druggists are generally getting 
away from this class of activities by buying common drugs, such 
as flowers of sulphur and epsom salts and various other items 
of this sort, already packaged by the manufacturers. Others 
again believe that they find it more to their advantage to con- 
tinue the re-packaging from bulk of merchandise of this class. 

Relatively little of the wholesale druggist’s merchandise goes 
out in the original shipping cases in which it is received from 
the manufacturer. Strange as it may seem, data on the extent 
of original shipping case sales is almost entirely lacking, but 


580 


| 
| 
| 
| 


December 1, 1930 N. A. C. A. Bulletin 


the consensus of opinion, based on such checks as have been 
made from time to time, indicates that seldom more than five 
per cent of a wholesaler’s volume of sales moves out in the 
original shipping package in which it came to the house. 

After all these and other differences have been surveyed it is 
found that some of these variables are more or less under the 
control of wholesalers and others are not subject to control at 
all. The nature of commodities is not generally subject to change. 
Bulkiness and low value per unit of weight cannot be changed 
for specific articles. On the other hand, it has been found pos- 
sible to control the rate of stock turnover and to a limited extent 
the unit of sale of many commodities. The increase in the 
average unit sale of a commodity is frequently accompanied by 
the sale of an increased proportion of the commodity in original 
shipping case lots. 

As stated previously, because of the habits of thought and 
because of the stock of information relative to the costs the 
wholesaler has already accumulated, it is necessary to express 
cost information in terms of a per cent of sales. Likewise, it is 
necessary at the present time to express his costs in such a 
manner that he will not have to indulge in complex computations 
in order to arrive at approximate cost figures. It is also neces- 
sary to present the costs in such terms that it becomes possible 
for manufacturers in dealing with the wholesale druggists to get 
a pretty fair measure of what the wholesaler’s costs are in dis- 
tributing their merchandise for them. 

For these reasons and others there was prepared for the 
present a composite picture of wholesale drug costs of distribu- 
tion in such form as would be fairly representative of the busi- 
ness as a whole rather than representative of any one house 
individually. This is of course necessary for the reason that 
in various localities sales terms under certain conditions are gen- 
erally uniform, and also that manufacturers’ discounts allowed 
to the wholesalers are generally uniform the country over. Actual 
observation leads furthermore to the conclusion that difference 
in the detail of cost in different wholesale establishments are 
not as serious as to invalidate the generalized results. Conse- 
quently, normal or general data have been found for practical 
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purposes considerably more useful, especially when referring to 
the cost of distributing specific items of merchandise, than have 
the actual data taken from individual houses. 


Principles of Specific Application of Costs. 

After analyzing the expenses of houses the next step that has 
to be performed in finding the costs of distribution on individual 
items is that of applying the costs of the various activities of 
these drug houses to the specific items distributed. So far as 
possible, it is desirable to use a singie base for the application 
of each individual expense group and, with one exception, that 
is possible in spite of the fact that it may not be strictly correct 
from the standpoint of principles of cost application. However, 
it is permissible to deviate from principles somewhat in favor 
of simplicity especially where the variation in the results is not 
considerable as a result of this deviation from correct theory. 
For that reason, the various expense groups are applied as follows: 

Haulage cost, that is, haulage of freight into the wholesale 
house and the haulage of country shipments out to the freight 
depot, is applied on the tonnage basis, and when expressed in 
. terms of a per cent of sales is obviously inversely proportional 
to the value of the merchandise per cwt. 

City delivery expense, instead of being applied as a uniform 
rate per order or on a tonnage basis, is applied to individual 
items of merchandise on a basis of the average unit sale of that 
merchandise. This method of application obviously is not proper 
for purposes other than for calculating the cost of distribution 
of items. It is justified in this case on the theory that an item 
of merchandise which is distributed by the wholesale druggist 
requires more or less orders for a given volume of sales, and 
consequently more or less frequent deliveries in inverse pro- 
portion to its average unit sale. 

Storage expense is the one expense group which has to be 
applied on a double basis. It is evident that the expense, ex- 
pressed in terms of a per cent of sales, of storing merchandise 
which yields a given volume of sales will vary inversely as the 
value of the merchandise occupying a given volume of storage 
space. That is to say, the bulkier the merchandise, the greater 
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will be the storage expense, and the more concentrated the mer- 
chandise, the less the storage expense. The other factor in the 
storage expense is the rate of merchandise turn-over. It is ob- 
vious, therefore, that the smaller the inventory that is carried 
for a given volume of sales, the less the warehouse space that 
will be occupied for that volume of sales. Consequently, the 
storage expense as a per cent of sales varies inversely with the 
rate of turn-over. 

Carrying or financing expense, since it involves only the ex- 
penses which vary in terms of time and amount of inventory, 
obviously will vary inversely with the rate of turnover. That 
is to say, the more rapid the rate of stock turnover, the less 
the inventory that has to be carried for a given volume of sales 
and consequently the less the carrying cost. 

Buying expense should be applied as far as possible directly 
to the merchandise that is purchased by individual buyers. In 
most wholesale houses the sundries buyer is more highly paid 
than the drug buyer, due to the fact that his buying is to a 
much larger extent selective than is that of the drug buyer 
whose work is more largely confined to the routine replenishment 
of merchandise stocks. However, in a composite picture it has 
proved impracticable to try to segregate the buying expense as 
applied to drugs and to sundries, and therefore buying expense 
is generally applied as a uniform rate on total sales. 

Selling expense is composed of two major elements. The 
first of these is the compensation paid the salesmen, and the 
second the expense incident to keeping the sales force on the 
road. These expenses involve the traveling expense of the sales- 
men and the general selling expenses within the house in so far 
as they are not specifically applicable to specific items of mer- 
chandise. Methods of salesmen’s compensation vary very con- 
siderably in the wholesale drug trade, but for the most part, 
some sort of commission arrangement is directly or indirectly 
used, and consequently, for the present purpose, one may segre- 
gate salesmen’s compensation from the other selling expenses 
and apply this element as it is actually paid for in specific items. 

Generally speaking, low-profit items carry a very small sales- 
man’s commission, and in some cases none at all. On the other 


583 


~ 

= 

| 

| 


N. A. C. A. Bulletin December 1, 1930 


hand, the higher-profit items usually carry a large commission, 
which is more or less of a concession to the principle that sales 
commissions should be related to the gross profit on merchandise. 
However, since the salesman gets little or no commission on 
much of the merchandise for which he merely writes orders, 
that is, on which he makes no selling effort, the question arises 
as to what share of the selling expense that class of merchandise 
should carry. It is, therefore, entirely fair, in view of the fact 
that this is a mere order writing activity, to apply the remaining 
selling expense to the number of lines on orders actually written. 
The smaller, therefore, the unit of sale the greater will be this 
expense in terms of a per cent of sales. In other words, selling 
expense, other than salesmen’s compensation, as a per cent of 
sales, is inversely proportional to the unit sale or invoice line 
extension. 

Billing and pricing expense, which includes the pricing of every 
item on sales invoices, extending those prices and totaling them, 
and then writing out the bill, is obviously directly affected by 
the number of lines billed. To be sure, there is a slight variation 
from this in that it should not cost as much to bill forty lines 
on one invoice as it does to bill forty lines, four each, on ten 
invoices. But generally speaking, and because of the fact that 
it is desirable to use only one base where possible, and also 
because of the fact that the deviation from the correct result 
is not considerable, the billing and pricing expense in terms of 
a per cent of sales is regarded as saeneed proportional to the 
line extension or unit sale. 

The general expense, that is, general cieebibinaiine expense— 
credits, collections, accounting, statistics, general clerical work, 
and the like—is, of course, not applicable to specific products 
on any variable rate. It is obvious that if it were so applicable, 
it could not properly be called general expense. For that reason, 
general expense has been applied at a uniform rate on the volume 
of sales. 

The next thing to do, therefore, is to proceed to the actual 
calculation of the cost of distributing specific items of merchan- 
dise through wholesale drug houses. In order to do this properly, 
it is necessary to have certain basic figures from which to build 
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the calculations. The basic figure for unit sale or line extension 
for several houses, the modified data of which are used for 
illustrative purposes, is $2.20. The average value per cwt. in 
shipping cases of merchandise handled by wholesale druggists, 
so far as data are available, is indicated at about $60.00. The 
average stock turnover of the houses whose data are used is 
about 4.5 times per annum. The value per cubic foot it is not 
necessary to calculate, because a reasonable approximation can be 
made by a simpler method which will be explained later. The 
conditions under which merchandise is stored in warehouses dif- 
fers very considerably. Merchandise in shipping cartons is stored 
package upon package, sometimes reaching pretty nearly to the 
ceiling, while bulk merchandise in barrels is frequently stored on 
the floor with the barrels occupying, of course, the entire space 
clear to the ceiling. Thus bulk becomes a function of the method 
of storage almost as much as it does a function of the actual 
cubic foot space occupied by the merchandise itself. 

A composite picture of wholesale drug distribution analyzed 
by the functions of activities of about thirty wholesale drug 
houses widely scattered over the country and including both large 
and small, (expressed in terms of a per cent of sales) is given 
in Table I. Taste I 
Composite Analysis of Operating Expenses of a Group of Whole- 


sale Drug Houses, Expressed in Terms of 
a Per Cent of Sales. 


Selling Expense: 

Salesmen’s Compensation. .......... 2.15% 

Receiving and Shipping................. 0.47 
2.50 
1.39 
General and Executive.................... 3.41 
0.70 
Billing and Pricing .......................... 0.68 
0.44 
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It will occur to the reader immediately upon looking over this 
table that some of the expenses that have been expressed in terms 
of a per cent of sales obviously are not applicable to all the 
sales. For instance, receiving and shipping, that is, haulage to 
and from the station, is applicable, so far as haulage from the 
station is concerned, to all of the merchandise handled, whereas 
the haulage back to the station is applicable only to the mer- 
chandise that is shipped to the country. For that reason it will 
appear as if we are mistaken in applying this as a per cent of 
the total volume of sales. However, since the objective of the 
present analysis is to arrive at the cost of handling specific items, 
which items sell indifferently in the country and in the city, we 
are justified in dealing in terms of a per cent of total sales. 

Exactly the same thing applies with respect to the city de- 
livery. It will be observed that the city delivery expense is 
expressed in terms of total sales and not in terms of city sales 
alone. Evidently, when it comes to the matter of arriving at 
the cost of distribution of merchandise sold within the city, this 
procedure could not be used, but when it comes to arriving at 
the cost of merchandise sold indifferently in both city and country, 
this procedure of expressing city delivery in terms of total sales 
obviously has to be used. 

The cost of these various activities may now be applied to 
specific items through the establishment of formulae which may 
be generally applied. 

Sales compensation, as has been indicated previously, will be 
applied in terms of a per cent of sales directly as paid to the 
salesmen. In those cases where the salesmen work under a 
guaranteed salary with a commission bonus for exceeding their 
quota, it is a general practice to make this extra commission 
approximately the same as would be the rates if the salesmen 
were on a straight commission basis, and consequently the rate 
of commission applicable to a specific item is generally the rate 
that will apply as a bonus. 

In those houses where salesmen are paid a straight salary, 
irrespective of quotas or accomplishment except as of course 
the better salesmen are given a bigger salary, it is evident that 
a reasonable method of applying sales compensation is to use the 
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rates which houses of the same class generally use when paying 
salesmen on the commission basis, on the seumngtion that the 
conditions are reasonably similar. 

In order to arrive at the percentage of other selling expense, 
the formula is as follows: multiply the other selling expense, 
in this case 1.90%, by the average line extension on all mer- 
chandise sold in all the houses, which is about $2.20, and divide 
the result by the average line extension in which the item in 
question happens to be sold. 

In order to arrive at haulage expense, that is receiving and 
shipping, multiply the average figure, in this case 0.47%, by 
60, which is the average wholesale list value per cwt. of wholesale 
drug merchandise, and divide by the value per cwt. of the 
merchandise being studied. 

For city delivery expense, multiply the average city delivery 
expense in terms of per cent of total sales, or 0.44%, by $2.20 
and divide by the average unit sale of the item being studied. 

For storage expense it is necessary to establish an assumption 
as to whether the item is of what one might please to call 
average bulk or very bulky or of less than average bulk. For 
instance, if the item is regarded as being about ten times as 
bulky as the average may be, that is to say, if it is worth pos- 
sibly $2.00 per cubic foot, the procedure is to multiply the 
average storage expense, in this case 0.68%, by 10 to adjust 
for bulk. Then, in order to adjust for turnover, multiply this 
result by the average turnover, which is 4.5 times, and divide by 
the rate of stock turnover on the item being studied. 

In order to apply carrying expense, multiply the average carry- 
ing expense, in this case 1.39%, by the average stock turnover, 
namely 4.5, and divide by the rate of turnover of the item studied. 

Apply buying expense, for general purposes, as a flat percent- 
age on sales, in this case 0.70%. 

Apply billing and pricing expense by multiplying the average, 
namely 0.68%, by the average line extension, or $2.20, and divid- 
ing by the average line extension or unit of sale of the item 
studied. 

Apply general and administrative expense as a flat percentage, 
or 3.41% of the volume of sales. 
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The total of the results obtained by these calculations is the 
approximate cost of wholesale drug distribution of any item of 
merchandise that does not require any such special expense such 
as for refrigeration, re-packaging, and the like. 

It is evident that in actually calculating the formulae or the 
cost of any one item it becomes possible to combine some of 
these. For instance, selling expense other than sales compen- 
sation, handling expense, city delivery expense, and billing and 

ae pricing expense may be combined and applied as one figure. 

Ss Likewise, for present purposes, buying and general and admin- 
istrative expenses may be so combined. Storage expense, after 
adjusting for bulk, may be added to the carrying expense and 
both be applied together through the adjustment for rate of 
turnover. 

For purposes of illustration assume a commodity which has 
the following characteristics: In value per cubic foot and in value 
per cwt., it is average. Its annual stock turnover is five times 
a year. Its average unit sale is three dollars. No commission 
is paid the salesman for selling it. Use the following average 
figures for the composite of the houses as given previously. 
The rate of stock turnover is 4.5 times a year. The average 
value per cwt. at list of merchandise carried is sixty dollars, 
and the average line extension on sales invoices is $2.20. The 
calculation of the distribution cost of the item is given in Table 
II. 


Tas_e II 


Calculation of the Cost of Distributing through Wholesale Drug 
Houses of a Specific Item of Merchandise. 


Per Cent 
Expense Group of Sales 
Selesmam’s Compemention 0.00% 
Other Selling Expense 
1.90 x 2.20 = 1.395 
3.00 


Receiving and Shipping 
Since it is of average value per cwt. no adjustment 
0.47 
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Storage 
Since it is assumed to be of average bulkiness no 
adjustment is made. For turnover it is adjusted as 


follows: 
0.68 x 4.50 = 0.61 
5.00 
Handling Expense 
2.50 x 2.20 = 1.835 
3.00 
Carrying Expense 
1.39 x 4.50 = 1.25 
5.00 
Billing and Pricing 
0.68 x 2.20 = 0.50 
3.00 
City Delivery 
0.44 x 2.20 = 0.32 
3.00 
10.49% 


It is evident from this calculation that it would be exceedingly 
difficult for the ordinary wholesaler or wholesale house account- 
ant who is not accustomed to dealing with cost figures to cal- 
culate the cost of distributing items through the house. As a 
matter of fact, such individuals would give but little attention 
to cost information presented in this form. It is necessary, 
therefore, to present cost information in such form that it can 
be readily referred to directly by wholesalers without the neces- 
sity of their making individual calculations for each item or 
class of items. 

In order to make it possible for wholesalers to get a reasonable 
approximation to the cost of handling various classes of com- 
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modities through their houses, tables have been set up for various 
classes of commodities variable as to bulkiness, rate of turnover, 
and line extension in which they usually sell. Table III has 
been calculated for items of average bulk and average value 
per cwt. and selling at various line extensions from 25c to 
$2.00 and also experiencing rates of turnover from one to fifty 
times per annum. This table is a condensation of much fuller 
tables than have been presented to the jobbers themselves. 

Table III, which gives the cost in terms of a per cent of 
selling price, is for broken package sales only and does not 
cover the cost of distributing merchandise which is shipped in 
the original shipping cartons. Table IV has been set up for 
merchandise which goes out in the original shipping cases. The 
difference in circulating the costs for Table III and IV is con- 
fined entirely to the handling cost item. The handling cost is 
that cost which is incurred strictly because of the necessity of 
unpacking and again re-packing for shipment merchandise in 
wholesale houses. 

In order to allow for differences in bulkiness and value per 
cwt. it is necessary to present for both broken case and full 
case sales a series of tables, one for each degree of bulkiness. 
In this presentation, however, only one table for each class of 
sales is presented as the other tables will be of very little interest 
to the reader of this article. 

A question that is frequently asked of cost accountants by 
the wholesalers is this, “What is the difference in expenses be- 
tween selling in full case lots and in broken case lots?” It 
must be evident from a comparison of Tables III and IV that 
the question cannot be answered directly. For instance, if an 
item sells at ten dollars a case of a dozen units and has a turn- 
over five times per annum, its expense of distribution exclusive 
of sales compensation, as obtained from Table IV, is 7.10% for 
sales. However, when that same item sells in broken package 
lots it may sell in lots of 34 of a dozen, % dozen, % dozen, 
1/6 dozen, or 1/12 dozen, and obviously the cost for each of 
these different sales units differs. For instance, if that same 
item sells in % dozen lots, broken package, its cost of distribu- 
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tion as obtained from Table III is 8.87%. It is necessary, how- 
ever, for a wholesaler in actually calculating his cost to use an 
extensive table which makes it possible for him to get the expense 
of selling that particular item in each one of the units of sale 
mentioned. If then he knows what is the average unit of sales 
in broken package lots he may arrive at an average cost of this 
particular item, as it sells in broken package quantities. 


Taste III 


Cost (Exclusive of Salesmen’s Compensation) to Distribute 
through a Wholesale Drug House in Broken Package Lots 
Merchandise of Average Bulk and Value at Rates 
of Stock Turn from 1 to 50 and in Various 
Sized Units of Sale. 


(Expressed as a Per Cent of Sales) 


Stock 
Turn- UNIT OF SALE 


over $ 25 $ 50 $1.00 $1.50 $2.00 $3.00 $5.00 $10.00 $20.00 


1 62.50 3820 26.05 22.00 19.97 1795 1633 15.12 1451 
2 57.84 33.54 21.39 17.34 15.31 13.29 11.67 1046 9.85 
3 56.29 31.99 19.74 15.69 13.66 11.64 1012 891 830 
4 55.51 31.21 19.06 15.01 12.98 10.96 934 813 7.52 
5 55.04 30.74 1859 1454 1251 1049 887 7.66 7.05 
6 54.73 3043 1828 1423 1220 1818 856 735 6.74 
7 54.51 30.21 1806 1401 1198 996 834 7.13 6,52 
8 54.35 30.05 1790 1385 1182 980 818 697 6.36 
9 54.22 2992 17.77 13.72 1169 967 805 684 6.23 
10 54.11 2981 17.66 13.61 11.58 9%56 794 673 612 
15 53.80 29.50 17.35 13.30 1127 925 763 642 5.81 


20 «(53.65 «29.35 17.20 1315 1112 910 748 627 5.66 
53.55 2925 1710 1305 11.02 9.00 7.38 617 5.55 
53.36 29.06 1691 1286 1083 881 7.19 598 5.37 
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Tasie IV 


Cost (Exclusive of Salesmen’s Compensation) to Distribute 
through a Wholesale Drug House, in Original Shipping 
Case Lots, Merchandise of Average Bulk and Value 
at Rates of Stock Turn from 1 to 50 and in 
Various Sized Units of Sale. 


(Expressed as a Per Cent of Sales) 


Stock 

Turn- UNIT OF SALE 

over $250 $500 $750 $10.00 $15.00 $20.00 $25.00 
1 16.56 15.23 14.78 14.56 14.34 14.23 14.17 
2 11.90 10.57 10.12 9.90 9.68 9.57 9.51 
3 10.35 9.02 8.57 8.35 8.13 8.02 7.96 
4 9.57 8.24 7.79 7.57 7.35 7.24 7.18 
5 9.10 7.77 7.32 7.10 6.88 6.77 6,71 
6 8.79 7.46 7.01 6.79 6.57 6.46 6.40 
7 8.57 7.24 6.79 6.57 6.35 6.24 6.18 
8 8.41 7.08 6.63 6.41 6.19 6.08 6.02 
9 8.28 6.95 6.50 6.28 6.06 5.95 5.89 
10 8.17 6.84 6.39 6.17 5.95 5.84 5.78 
15 7.86 6.53 6.08 5.86 5.64 5.53 5.47 
20 7.71 6.38 5.93 5.71 + 5.49 5.38 5.32 
25 7.61 6.28 5.83 5.61 5.39 5.28 5.22 
50 742 6.09 5.64 5.42 5.20 5.09 5.03 


There are a few points that should be noted very carefully with 
respect to the behavior of costs when taking into consideration 
various important variables. Ordinarily, it is said, increasing the 
rate of stock turnover by close buying reduces expenses con- 
siderably. It will be observed from a study of either Table III 
or IV that the difference in distribution expenses resulting from 
an increase of stock turnover from one to two times a year is 
4.66 per cent of sales. The reduction obtained by increasing 
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the turnover from two to three times a year is 1.65 per cent, 
while the further saving by increasing the turnover to four 
times is only .68 per cent. On the other hand, the saving ob- 
tained from increasing turnover from ten to fifteen times a year 
is only .31 per cent. The general conclusion that may be drawn 
from this is that the saving that results from increasing stock 
turnover while the turnover rate is yet small is considerable, 
while savings resulting by increasing the turnover rate when 
that rate is already high are very inconsiderable. 

There are certain hidden expenses not readily translated into 
figures, such as the costs of more frequent buying and receiving 
of merchandise, the losses incident to being out of staple mer- 
chandise when it is called for, the expenses incident to buying 
in emergency quantities, and so on. This rather disproves the 
opinion generally held by many managers that an increase in 
turnover rate is in itself necessarily an advantage. The fact is, 
it may turn out to be a distinct disadvantage after passing a 
certain point in the rate. 

When one gives his attention to the unit of sale some rather 
striking conclusions are evident. For instance, it is clear that 
it is practically impossible under anything like ordinary circum- 
stances to make a profit on a $1.00 sale, and yet it is a fact that 
approximately one-half of the unit sales made in the wholesale 
drug houses at the present time are for $1.00 and less. The 
average gross profit of wholesale druggists is about 18.5 per 
cent of sales. The cost of distributing what may be called 
average items in units of sales of $1.00 each, even when the 
stock turn is as high as ten times a year is still 17.66 per cent, 
exclusive of salesmen’s compensation, and the average salesman’s 
compensation to be applied should be over 2 per cent. This 
means that one of the major problems on which the wholesaler 
must concentrate for the time being is not so much on increas- 
ing his rate of turnover as increasing his average unit sale. 

From studies made by the Statistical Division of the National 
Wholesale Druggist’s Association it has been found that about 
45.5 per cent of the actual item sales are for less than $1.00 
each, and that these account for about 9.6 per cent of the volume 
of sales. 25.5 per cent of the items are for $1.00 and less than 
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$2.00 and account for 12.6 per cent of the volume, leaving only 
29 per cent of the item sales of over $2.00 each and accounting 
for 77.8 per cent of the volume. In other words, 71 per cent 
of the item sales are for less than $2.00 and this 71 per cent 
means more than 71 per cent of the actual work in the house in 
filling orders, in pricing, billing, and extending, and in analyz- 
ing sales, and yet they result in but 22.2 per cent of the actual 
sales volume. 


What Shall be Done with Unprofitable Business? 


In view of this fact, which has been recently brought out 
through cost studies, the question quite naturally rises, “What 
can the wholesaler do with the analyses once they are presented 
to him?” In order to arrive at definite conclusions it became 
necessary to make an analysis of his unprofitable business. This 
analysis resulted in showing that these unprofitable line exten- 
sions come from four major classes of merchandise. 

The first of these classes is of necessary drugs and pharma- 
ceuticals which retail druggists must carry as a part of their 
stock in trade but for which the calls on prescription or other- 
wise are so infrequent that it is not expedient to ask the retail 
druggists to buy these items in substantial quantities. In fact 
it is to their advantage to buy them in as small a quantity as 
conditions permit. This, of course, insures a minimum stock in 
a large variety of items, and also insures to a certain extent 
against deterioration while on the retailers’ shelves. The whole- 
saler’s problem in connection with handling these items is evi- 
dently one of assuring himself an adequate gross profit to cover 
the exceedingly high expense involved in their distribution. It 
is not likely that for this class of items any method of distribu- 
tion thus far provided is superior to that of wholesale distribu- 
tion. In fact, it appears that even some of the direct buyers 
such as chain stores and department stores rely to a very large 
extent upon the wholesale druggists to supply them this class 
of merchandise. 

A second class of merchandise giving rise to these very 
small line extensions is that of competitive proprietary drugs 
and sundries which, while they have some distribution, have never 
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established themselves as consistent volume sellers, or, if they 
have so established themselves at some time, have gradually lost 
their place in the market. The dentrifices, shaving preparations, 
face powders, hand lotions, cough remedies, and the like, that 
exist at present are almost innumerable. Yet many retail drug- 
gists, likewise many wholesalers, have been of the opinion that 
they should stock a fairly large number of these small sellers 
even if the calls for them are very infrequent. It is evident, 
however, that with this class of merchandise, the actual contri- 
bution to the welfare of the public that is effected by stocking 
the goods is practically negligible. Among all of these competi- 
tive proprietaries in any class of goods there is practically no 
difference except in package or in brand name, a fact which, 
of course, the public generally does not recognize but which is 
nevertheless important in considering distribution methods and 
policies. It appears, therefore, that the major problem of the 
wholesale druggist with respect to this class of merchandise is 
that of gradual elimination of slow selling competitive brands 
and of training his retail trade to support his policy in this 
direction. To a certain extent it has been effected already, 
and in line with what wholesalers in other fields are doing the 
process will doubtless be carried much further. 

A third class of merchandise giving rise to the small line 
extensions is what may be called sundry specialties of various 
sorts, the kind of merchandise that is not necessarily character- 
istic of the retail drug store but which, because of the conve- 
nience of the drug store as a retail outlet, has come to achieve 
an increasing importance there. Many of these items of 
merchandise sell a much larger volume through other channels 
such as, for instance, the candy stores, the stationery stores, 
grocery stores, hardware stores, and elsewhere. Yet because 
some retail druggists have wanted to carry these items or have 
found it expedient to do so, wholesalers have attempted to supply 
them. It is doubtful whether the wholesale druggist should con- 
tinue to do so, although it is only fair to say that this class makes 
up a relatively small proportion of the small line extensions. 

A fourth class of merchandise causing the small unit sale 
difficulties is merchandise which ordinarily may be expected to 
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sell in fair volume but which the retail druggist buys in hand- 
to-mouth quantities due to the impression that in so buying he 
is greatly reducing his expenses of doing business. The data 
which has been collected so far seems to prove very conclusively 
that the retailer’s impression of the value of exceedingly ngh 
rates of turnover on specific items of merchandise are quite 
largely erroneous, but retailers have been instructed on the sub- 
ject of turnover so diligently and so long that they have re- 
sponded in a way which, to a large extent, is detrimental to their 
own business and certainly very expensive to the jobbers. The 
jobbers therefore are seeking, as a result of information com- 
piled in recent cost analyses, to restore the retail trade to rea- 
sonable buying because the small saving that may be realized by 
the retailer in speeding up his turnover results in a very large 
loss on the part of the wholesaler in filling his much more fre- 
quent and smaller orders. 

One result of cost analysis has been to show conclusively that 
of two controllable factors of cost, turnover, and line extension, 
the line extension is the more important. The wholesale drug- 
gists are undertaking to re-construct their merchandising pro- 
gram on the basis of the information that is being provided them 
in this analysis. 


Analysis of Expense by Orders, Customers, and Territories. 


Expenses analyzed by commodities do not, however, provide 
the wholesale merchants all the information they need. The 
mere application of costs to the distribution ‘of specific commodi- 
ties does not necessarily explain why those costs exist or why 
they may be excessive. Policies relating to types of customers 
served, size of orders, terms of sale, and territories covered may 
need cost analysis for their proper appraisal. 

In order to make it possible for wholesalers to obtain a fair 
idea as to the expense of filling individual orders, of dealing 
with specific customers, or of serving entire territories, it is 
necessary to re-cast their expenses so that they can derive readily 
a cost per order. There are obviously several causes of dif- 
ferences in the cost of handling individual orders. Some of 
these may be listed as follows: 
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9. 


A statement which takes all of these conditions into considera- 
tion and which shows the cost and profit and loss on an order 
will appear as follows: 


Expenses on the order: 

Order shipping or delivery cost ........ x Xxx 

General overhead KK KX 
Cash discount taken by the customer ........ sa28 
x xX XX x XXX 


The information called for on this statement is obtainable as 
follows: the amount »f the order obviously is taken directly from 
the invoice itself; the cost of the goods sold on the order is 


The cost of obtaining the order. 

The size of the order. 

The gross profit on the order. 

The cash discount taken by the customer. 

The cost of filling the order and pricing and billing. 


The cost of delivery or shipment of the order. 


General overhead applicable to all sales. 


The cost of financing the customer for the amount of the 
order. 


Special services rendered, if any. 
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calculable from the store records or from known percentages 
of mark-up on the several items in the order. If, for any reason, 
it is not practicable to get this information in detail one may 
use the less reliable average percentage of gross profit and thus 
calculate the gross profit directly. The cash discount, if any 
is made available, is known for each order specifically. The 
financing expense for the customer is known only to the extent 
that it is possible to determine how long the credit extended on 
the order will be used. The cash discount and the financing 
charge are placed at the bottom of the statement so that they 
may be left off or made tentative as desired. The method of 
getting the selling, order filling, delivery, and general overhead 
expense applicable is shown in the accompanying expense analysis 
chart, Table VI, which contains all the information necessary to 
calculate each element of expense shown on the statement. 

In presenting data on costs per order or per customer it is 
impossible to use the composite figures employed in getting at 
the commodity cost analysis. There is not as yet adequate 
statistical information available to make possible the presentation 
of anything like a composite picture of the costs and profits on 
specific orders. For that reason the modified figures used here 
are specific rather than general, and they should not be taken 
as being in any sense representative of costs in wholesale houses 
generally. 

In order to illustrate this procedure assume the following 
results from a cost study. The order filling expense is 7 cents 
for each line billed. The order delivery expense on country 
orders is 29 cents for each order shipped. The order delivery 
expense is 30 cents for each order delivered, and the expense 
is 7.42 per cent of sales. The analysis of a country order will 
now be illustrated. The order is given to a salesman and amounts 
to $50.00. The number of items on the order is 18, the gross 
profit is $9.25. There is a cash discount available of $1.50. The 
order has 30 days to run before the discount date. The sales- 
man on this route costs, expenses and salary, $5200.00 a year. 
He makes an average of 40 calls a week. This makes the cost 
of each call $2.50. The statement of this order is as follows: 
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Expenses : 
$2.50 
Order filling (18 items @ $.07) ......0.00000....... 1.26 
Order packing and shipping 29 
General overhead (7.42% of $50.) .............. 3.71 7.76 


To illustrate further, assume a city order which has been 
phoned in. It amounts to $10.00, calls for 8 items, and has a 
gross profit of $1.92. The cash discount allowed, if taken with- 
in twenty days, is 28 cents. The order is delivered. The state- 
ment is as follows: 


$10.00 
Expenses : 

(Order taking is included under order filling) 

Order filling (8 lines @ $.07) 000000000000... $ .56 

General overhead (7.42% of $10.00) .......... 74 1.30 
Financing $10.00 for 20 days 00.0.0... .03 31 
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It is evident that there must be some objections to this method 
of calculating costs on individual orders. For instance, in the 
case of a country order, the expense of having the salesman 
make the call is charged entirely to this order. It happens, 
however, that a country customer will occasionally mail in other 
orders between the salesman’s visits. The fact that he sends 
these in obviously indicates that the salesman has benefited the 
house not only to the extent of orders which he himself writes 
but also on the orders which the customers send in to the house 
due to the good will that the salesman has generated. Conse- 
quently it appears that a procedure more desirable than calculat- 
ing the cost on individual orders would be to make a cost anal- 
ysis for the total business with a customer for a period. To 
illustrate such an analysis in a concrete way, assume the case 
of a country customer who, during the period of a month, pur- 
chased fifteen orders for goods amounting in all to $500.00, on 
which the gross profit is $93.00, and the cash discount available 
to the customer is $16.00. The salesman made four calls at an 
average cost of $2.50 per call plus $1.70 special commission. 
The number of items filled on the fifteen orders was 260. The 
orders were all shipped freight or express collect. The average 
amount carried on account by this customer was $200.00. The 
statement of the month’s business appears as follows: 


$500.00 
Expenses : 


Salesman calls 
(4 calls @ $2.50 each plus $1.70 special) 

Order filling cost (260 lines @ $.07) ........ 18.20 
Order delivery (15 orders @ $.29) .......... 4.35 
General overhead (7.42% of $500) ........ 37.10 


~ 
71.35 
$ 4.65 
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This statement is built on the assumption that the cash dis- 
count is taken. Should it not be taken there will be an increase 
of the net profit on the month’s business of $16.00, bringing 
it up to $20.65, less any additional financing cost due to an 
extension of credit to the customer longer than the period indi- 
cated on the statement. 

It is evident that this same method may be used in order to 
calculate the cost on a salesman’s entire route for as long a period 
as may be desired. In case this is done the statement in skeleton 
form will appear as follows: 


ANALYSIS OF SALESMAN’S ROUTE 


1929 
£245 
x xX xXx 
Expenses : 


(Entire salary, commissions, and 
expense for the year) 


(Number of lines filled times cost 
per line) 
Order delivery cost 


(Orders shipped times shipping 
cost per order) 


(A uniform per cent on the total 
Cash discounts given xx xX 
Fimancing CXpPemse xxxx 
(Average outstandings times 6%) 
Net Profit or Loss .................. x xxx 
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From these illustrations it is evident that it has become pos- 
sible for wholesale druggists to analyze not only their cost of 
doing business in terms of lines of merchandise handled but also 
in terms of orders, customers, and territories served. Any one 
of these analyses by itself might prove to be rather unsatisfactory. 
For instance, one might find a given commodity was selling in 
such small line extensions that it appears not to be profitable. 
If, however, one analyzes the sales of the item further by cus- 
tomer or by territory he may find that the smallest line extensions 
come from certain customers who, because of wrong methods 
of buying or because they are too small to give a really substantial 
business, are buying in very small quantities. If these customers 
were eliminated or if by some means they could be made to 
change their scale of buying it is possible that the commodity 
might move in such a manner that it would show a net profit. 
Thus it should be clearly understood that any one cost analysis 
independent of others will never be entirely satisfactory for use 
by the management in determining policies.. It is always neces- 
sary that the management approach all of its cost problems from 
every angle from which the cost may be calculated, and when 
this is done, and only when it is done, will the proper method 
of cost reduction in specific cases be suggested. 

In view of the interest that has been developing in distribution 
costs during recent years, it is very significant to find that various 
distributing organizations are now beginning to analyze their 
costs and to take action in the way of developing policies that 
are based primarily on the cost of information that they have 
collected. Wholesale druggists are by no means the only whole- 
salers who are giving attention to cost problems, but they are 
at present taking a very aggressive attitude toward the use of 
cost information in the actual conduct of the business and in 
the re-shaping of policies in order partly to adjust themselves 
to the changing economic conditions, and in order more economi- 
cally to operate their business. 
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